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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted

by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
BALANCE-SHEET TREATMENT OF PURCHASES OF STOCK
Question: The certificate of incorporation of a certain corporation reads in
part as follows:
“ The preferred stock shall be subject to redemption by the corporation in
whole or in part on any dividend date by the payment of one hundred and
twenty dollars for each share redeemed, together with all accrued unpaid
cumulative dividends to the date of redemption. For such redemption, a
preferred stock redemption fund shall be created by setting aside to the credit
of such fund out of surplus profits, whenever a dividend is declared and paid
on the common stock, an amount at least equal to fifty per cent of the dividend
so declared and paid, but the aggregate of such amounts in any one year shall
not exceed ten thousand dollars. No stock shall be redeemed under circum
stances which would produce an impairment of the capital stock of the cor
poration. In case of the redemption of less than all the outstanding preferred
stock, the board of directors, by lot or otherwise, may designate the shares to
be redeemed, and the redemption, whether in whole or in part, shall be upon
such notice and subject to such regulations not inconsistent with the provisions
hereof or with the provisions of the preferred stock certificate, as the board of
directors may prescribe. Certificates for preferred stock called for redemption
shall be presented by the holders thereof at the office or agency of the corpora
tion on the date fixed for redemption and on payment thereof shall be can
celed and the stock represented thereby shall not be reissued. Stock called
for redemption shall not participate in any dividends declared after redemp
tion date, or in any distribution of assets of the corporation, provided that
funds shall be provided by the corporation at its office or agency for the redemp
tion thereof, on demand on or after the redemption date.
“ The corporation may purchase its preferred stock from time to time, but
only out of surplus profits, at a price not to exceed one hundred and twenty
dollars per share, together with all accrued unpaid cumulative dividends to
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the date of purchase. Preferred stock so purchased shall not be reissued and
shall not participate in dividends declared after date of purchase.
“ Whenever all accrued dividends payable on preferred stock shall have been
paid or declared and funds therefor set apart, and all payments to the pre
ferred stock redemption fund shall have been made or provided for, the board
of directors may declare dividends on the common stock payable then or
thereafter, out of the remaining surplus and net profits.”
Questions 1 and 2 have to do with the first paragraph only.
Questions 3 and 4 have to do with the first and second paragraphs.
In all cases it is assumed that the stock has not been actually canceled, as it
is not desired to amend the article of incorporation each time stock is purchased.
The stock, however, is purchased for cancellation and is to be so considered in
the answers.
On January 1, 1920, a corporation having started business in December,
1919, showed the following balance-sheet:
Assets

Cash, plant, etc........................................................................................

$500,000

Liabilities

Accounts payable, etc.............................................................................

$100,000

Capital

Capital stock:
Preferred, 6% cumulative, authorized, issued and
outstanding, 3,000 shares $100 par value each. . . . $300,000
Common, no par value, authorized, issued and out
standing, 10,000 shares...........................................
100,000

400,000

$500,000
During the year 1920 the income and surplus account showed the following:
Net profits, 1920...................................................................................... $ 90,000
Cash dividends on—
Preferred stock........................................................
$ 30,000
Common stock.............................................................
10,000

Appropriation for preferred stock retirement..............

Balance of earned surplus Dec. 31, 1920........................

$ 40,000
10,000

50,000

$ 40,000

At the end of the year, December 31, 1920, we have the following balancesheet:
Assets
Cash, plant, etc........................................................................................
$540,000
Unexpended balance (cash) in preferred-stock redemption fund...............................................................................................
10,000

$550,000
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Liabilities

Accounts payable, etc.........................................................
Capital stock:
Preferred, 6% cumulative, authorized, issued and
outstanding, 3,000 shares, $100 par value each. . . $300,000
Common, no par value, authorized, issued and out
standing, 10,000 shares...........................................
100,000

$100,000

$400,000

Earned surplus................................................... $40,000
Earned surplus appropriated for retirement
of preferred stock......................................
10,000

50,000

450,000

$550,000

Question 1: If in January, 1921, a profit of $10,000 was earned and eighty
(80) shares of preferred stock were purchased for and by the retirement fund
at $120 a share, how should the balance-sheet at January 31, 1921, be prepared?
Question 2: If in January, 1921, a profit of $10,000 was earned and one hun
dred and sixty (160) shares of preferred stock were purchased for and by the
retirement fund at $50 a share, how should the balance-sheet at January 31,
1921, be prepared?
Question 3: If in January, 1921, a profit of $10,000 was earned and eighty
(80) shares of preferred stock were purchased for and by the retirement fund
at $120 a share, and 200 shares were purchased under the second paragraph at
$110 a share, how should the balance-sheet at January 31, 1921, be prepared?
Question 4: If in January, 1921, a profit of $10,000 was earned and 160
shares of preferred stock were purchased for and by the retirement fund at
$50 a share, and 200 shares were purchased under the second paragraph at $75
a share, how should the balance-sheet at January 31, 1921, be prepared?
Answer: It seems to us that the balance-sheets at January 31, 1921, under
the respective conditions would be as follows—assuming that the $10,000
profit in January, 1921, is to be represented in the item, “cash, plant, etc.”:
Assets
1

2

3

4

Cash, plant, etc............................. ... $550,000 $550,000 $528,000 $535,000
Unexpended balance in stock re400
2,000
400
demption fund.......................
2,000
$550,400 $552,000 $528,400 $537,000
Liabilities
1

2

3

4

Accounts payable, etc................... ... $100,000 $100,000 $100,000 $100,000
Preferred stock outstanding.... . . . 292,000 284,000 272,000 264,000
Common stock outstanding........ ... 100,000 100,000 100,000 100,000
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Earned surplus.................................... $ 50,000 $ 50,000 $ 28,000 $ 35,000
Earned surplus appropriated for re
tirement of preferred stock........
8,400
18,000
28,400
38,000

$550,400 $552,000 $528,400 $537,000
Undoubtedly the principal questions in the correspondent’s mind, which
have been answered in the foregoing, are the treatment of the premium and
discount on the purchases of stock and treatment of purchases in excess of
previous appropriation for purchase of preferred stock. Inasmuch as the
appropriations which are required to be made from surplus concern the cash
to be expended for the purchase of stock, and not the par value of the stock,
we have charged premiums and credited discounts to the appropriated surplus
account; and when the purchases were not made from the redemption fund,
but from the general funds of the company, we have given effect to a transfer
from earned surplus to appropriated surplus of the amount of cash expended.
It might not be necessary to appropriate from earned surplus the entire amount
of such purchases made from the general fund, but to appropriate only any
amount needed in excess of the balance in the appropriated surplus account;
but sooner or later earned surplus would have to be charged with all amounts
expended for the purchase of stock, and it would seem desirable to make
appropriations currently as the stock is purchased.
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